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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

PARR, Judge: In two notices of deficiency, respondent
determ ned deficiencies in petitioners' Federal income tax for
1993 and 1994 in the anpunts of $24,336 and $53, 822,
respectively. These cases were consolidated for trial, briefing,

and opinion by order of this Court dated February 12, 1998.



Unl ess otherw se indicated, all section references are to
the Internal Revenue Code in effect for the taxable years in
issue, and all Rule references are to the Tax Court Rul es of
Practice and Procedure. All dollar anounts are rounded to the
nearest dollar, unless otherw se indicated. References to
petitioner are to August V. Kl aue.

The issues for decision are whether petitioners are entitled
to a nonbusi ness bad debt deduction of $266,323 in 1993; and if
so, whether they are entitled to a capital |oss carryover in the
amount of $184,138 in 1994. W hold they are to the extent set
out bel ow.?

FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.
The stipulated facts and the acconpanyi ng exhibits are
incorporated into our findings by this reference. At the tine
the petitions in these cases were filed, petitioners resided in
Spokane, Washi ngt on.

Petitioner is a sophisticated businessman, and at the tine
of trial he was chairman of the board of five corporations which
wer e engaged in banking, |lunbering, and aviation. In the md-

1970' s, petitioner befriended Roger Estes (Estes). Estes is an

!Respondent determined that for the years at issue certain
conput ati onal adjustments should be nade whi ch woul d reduce
petitioners' item zed deductions. The parties can nake these
adjustnments in their Rule 155 conputati on.
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inventor and in 1980 held approximately 45 patents. Petitioner
bel i eved that one of Estes' inventions, the Theratech

t her not herapy unit (Theratech device or the device), had
potential to be a financial success. The Theratech device
relieved the suffering caused by henorrhoids w thout surgery.
Petitioner used the device nmany tinmes and was inpressed with its
efficacy, and he believed that with proper marketing it could be
a noneymaker. As the inventor of the device, Estes held many
shares of stock in the Theratech Co., which had the right to
manuf acture and sell the device.

On Decenber 11, 1980, petitioner entered into a partnership
agreenent with Estes and created K & E Associ ates (the
partnership). The partnership was created to finance a gol d-
dredgi ng operation in the Colunbia River. On January 16, 1981,

t he partnership borrowed $175,000 from A d National Bank (the
bank), and petitioner and Estes as individuals and general
partners of the partnership executed a prom ssory note in favor
of the bank in that anmount. Estes pl edged 100, 000 shares of
Therat ech? stock as collateral for the loan. Petitioner did not
pl edge any col lateral. Estes authorized the bank to deliver the

stock to petitioner if petitioner paid the bal ance of the | oan.

2At the tine Estes pledged this stock, the nane of the
conpany was Bi o-tronics.



At the tinme Estes pledged the stock, it had a val ue of
approxi natel y $200, 000 ($2 per share).

On Septenber 2, 1981, petitioner and Estes as individuals
and general partners of the partnership obtained an additi onal
| oan of $70,000 and executed a prom ssory note in favor of the
bank for $245,000. This prom ssory note incorporated the
previ ous prom ssory note and the additional |oan anmount. On
Decenber 8, 1981, petitioner and Estes returned to the bank and
obt ai ned a | oan of $50,000 and executed a prom ssory note in
favor of the bank in their individual and general partner
capacities. Neither partner pledged any collateral for these
| oans.

On Decenber 8, 1982, the partnership's | oan bal ance was
$294, 000, and it owed the bank $59, 762 of accunul ated interest.
On this date, petitioner paid $353,762 to the bank in ful
satisfaction of the prom ssory notes, and the bank rel eased the
100, 000 shares of Theratech stock to petitioner. At the tine the
bank rel eased the stock, it had a value of approximtely $1 per
share.

Also on this date, Estes signed a prom ssory note in favor
of petitioner for $176,881. The note provided for 10-percent
i nterest per annum and paynent in full on Decenmber 8, 1983, and
thereafter on demand of holder. The partnership ceased al

busi ness activities in 1982.



The col |l apse of the gol d-dredging venture and the transfer
of the Theratech stock to petitioner in 1982 placed Estes in
financial trouble. Expecting Estes to repay his debt to
petitioner by selling the Theratech stock, petitioner placed the
stock in a joint account that he opened with Estes at a | ocal
securities brokerage. Petitioner and Estes sold the shares in
smal | amounts to maxim ze its sal e val ue.

Al t hough petitioner knew that Estes was experiencing
financial difficulty, petitioner believed that once the Theratech
devi ce becane a financial success, Estes would be able to repay
t he amount petitioner had lent him Accordingly, rather than
attenpting to collect the outstanding | oan anmounts, petitioner
advanced Estes additional sums, for which Estes signed prom ssory
notes. Estes signed prom ssory notes for $52,381 on Decenber 8,
1982; $12,534 on August 10, 1983; $5,000 on July 13, 1984; $4, 000
on August 2, 1984; $2,000 on Cctober 18, 1984; $3,135 on April 2,
1985; $300 on April 26, 1985; and $3,000 on June 28, 1985.
Whenever petitioner advanced suns to Estes, petitioner or his
secretary nade a photocopy of the check for his records.
Petitioner provided these additional anmounts because he thought
he needed Estes to pronote the Theratech device. Estes used the
nmoney for |iving expenses.

Al t hough these additional advances were evidenced by

prom ssory notes signed by Estes and were payabl e on demand, only
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the notes signed during 1984 stated an interest rate. Petitioner
and Estes never executed any witten | oan agreenents other than
the prom ssory notes. On Septenber 6, 1989, Estes signed new
prom ssory notes to refresh the earlier notes, including a note
for $12,000 that Estes had borrowed frompetitioner in 1981. The
new prom ssory notes provided that interest was due fromthe date
of the original |oan, and that paynent was due as of the date of
signing or upon demand. Estes made no paynents of either
interest or principal on these notes, and petitioner nade no
demand for paynent until 1993.

During 1982, the Theratech device was bei ng manuf act ur ed;
however, the conpany producing the device was unable to market it
in the United States because of FDA restrictions. As a result of
the marketing problens the Theratech stock suffered a precipitous
decline in value and was soon trading for much |l ess than $1 per
share. Sonetine between 1985 and 1987, Estes received a letter
fromthe Beijing Pharmaceutical Institute in Beijing, China. 1In
Chi na, the Theratech device was being used experinentally to
treat rectal cancer. After a high-level Chinese Governnent
of ficial used the device and was cured of rectal cancer, he
of fered Estes the contract to build the Inperial Pal ace Hotel.

Al t hough Estes knew not hi ng about building a hotel, petitioner
and a nutual acquai ntance, who was an architect, did know about

such devel opnent projects. Seeing an opportunity to revive



Estes' debt, petitioner, Estes, and the architect went to Beijing
to investigate the hotel project and the market for the Theratech
devi ce.

Unfortunately, shortly after the party returned to the
United States, and before any contracts were signed, the
architect died. No further attenpts were nmade to market the
device in China, and the Theratech stock soon becane worthl ess.

In 1993, petitioner demanded paynent on the notes. Estes,
however, was in the mddle of a divorce, was w thout funds and
living in the hone of a relative, and was considering filing for
bankruptcy. Estes transferred the title of his only asset, a
power boat, to petitioner. Upon the advice of his attorney,
petitioner decided that it would be futile to make further
attenpts to collect on the notes.

Petitioners clainmed a deduction on their 1993 return for a
$266, 323 nonbusi ness bad debt | oss, and a capital |oss carryover
on their 1994 return. Respondent determ ned that petitioners
were not entitled to the deducti ons.

OPI NI ON

In the notices of deficiency, respondent disallowed the
| osses on the grounds that petitioners failed to establish the
anmount of the debt and that it becane uncollectible during the
1993 taxable year. On brief, respondent argues that petitioner

did not prove that a true debtor-creditor relationship was
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est abl i shed between petitioner and Estes or substantiate the
anounts he transferred to Estes. The evidence introduced at
trial by petitioner shows that he transferred the anmounts at
issue to Estes. Therefore, we do not consider this argunent
further in deciding these cases.

Respondent's determ nations are presuned correct, and
petitioners bear the burden of proving otherwi se. See Rule

142(a); Welch v. Helvering, 290 U S. 111, 115 (1933).

Petitioners nust also prove their entitlenent to any clai nmed
deduction. Deductions are a matter of |egislative grace, and
petitioners must show that their clainmed deductions are all owed

by the Code. See New Colonial Ice Co. v. Helvering, 292 U S.

435, 440 (1934).

Section 166(a) provides that a deduction shall be all owed
for any bad debt that becones worthless wthin the taxable year.
Busi ness bad debts are deductible as ordinary |losses to the
extent of a taxpayer's adjusted basis in the debt. See sec.
166(b). Nonbusi ness bad debts are treated as | osses resulting
fromthe sale or exchange of a short-termcapital asset. See
sec. 166(d).

To claima bad debt deduction for the anmounts advanced to
Estes, petitioner nust prove that (1) a bona fide debt existed
bet ween hinself and Estes, and (2) the debt becanme wholly

worthless in 1993. No deduction for partial worthlessness of a



nonbusi ness debt is allowed. See Black v. Comm ssioner, 52 T.C.

147, 151 (1969).

A bona fide debt arises froma debtor-creditor relationship
where there is a valid and enforceable obligation to pay a fixed
or determ nabl e sum of noney. See sec. 1.166-1(c), |ncone Tax
Regs. No deduction may be taken for noney advanced w thout a

reasonabl e expectation of repaynent. See Zimernman v. United

States, 318 F.2d 611, 613 (9th Cr. 1963). Thus, for this Court
to find that petitioner and Estes entered into a valid debtor-
creditor relationship, petitioner nust show that the | oans were
not contingent and that they were made with a reasonabl e
expectation, belief, and intention that the advances woul d be
repaid. See id.

Conti ngent Debt

Respondent contends that repaynent of the advances was
contingent upon the success of the Theratech device. Therefore,
respondent contends that these advances constitute contingent
| oans. Respondent argues that, because the Theratech device was
never financially successful, the requisite contingency never
occurred and the debts never becanme bona fide. W disagree.

Respondent confuses contingencies with risk. A contingency
creates a condition precedent to the obligation to repay an

advance. See Zinmmerman v. United States, supra; Ew ng v.

Comm ssioner, 20 T.C. 216 (1953), affd. 213 F.2d 438 (2d Cr
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1954). The cases cited by respondent are clearly

di stinguishable. In Zimmerman v. United States, supra, the

t axpayers had advanced funds to a newy fornmed nedi cal society.
The funds were advanced until such tinme as the organi zation was
financially stable and could repay a portion of the advance to
the taxpayer w thout jeopardizing its existence. @ ven that
there was no evidence that the contingencies (financial stability
and ability to repay w thout jeopardy to the organization) ever
occurred, the Court of Appeals for the NNnth GCrcuit held that no

bona fide debt exi sted. In Ewi ng v. Conmi ssioner, supra, the

t axpayer advanced suns to a ballet conmpany. The conpany's
obligation to repay was expressly contingent on its having

operating profits. Cting dark v. Comm ssioner, 18 T.C 780

(1952), affd. per curiam 205 F.2d 353 (2d Cr. 1953), this Court
noted that a debt does not arise where the obligation to repay is
subject to a contingency that has not occurred, and as the
contingency (operating profits) had not occurred, we found that

no debt was created. See Ewing v. Conmi ssioner, supra at 229.

In the present case, there were no express or inplicit
agreenents between the parties that repaynent was contingent upon
the financial success of the Theratech device. Both petitioner
and Estes testified that Estes was obligated to repay the suns
advanced. Furthernore, petitioner recovered as nmuch of the debt

as possible. Therefore, we conclude that petitioner's intentions
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were not the sane as those of the taxpayers in the above cases.
Accordingly, to the extent that we determ ne the advances in

t hese cases were | oans, we do not find that the obligation to
repay was contingent upon the success of the Theratech device.
Instead we find that the obligation to repay the advances was
fixed; however, there was a sizable risk that Estes could not
repay the advances unl ess the device becane a financial success.

Bona Fi de Debt

A determ nation that the obligation to repay i s not
contingent on sone future event does not necessarily nmean that
the | oans are bona fide debts for purposes of section 166. It
must al so be established by petitioners that the | oans were nmade
with a reasonabl e expectation, belief, and intention that they
woul d be repaid. The determ nation of whether a transfer was
made with a real expectation of repaynment and an intention to
enforce the debt depends on all the facts and circunstances
i ncl udi ng whether: (1) There was a prom ssory note or other
evi dence of indebtedness; (2) there is any witten | oan
agreenent; (3) interest was charged; (4) there was security or
collateral, (5) there was a fixed maturity date; (6) a demand for
repaynment was made; (7) any actual repaynent was nade; (8) the
transferee had the ability to repay; and (9) the parties’

records, if any, reflect the transaction as a | oan. See John
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Kelley Co. v. Conmm ssioner, 326 U.S. 521 (1946); Zi mernman V.

United States, supra.

The key inquiry is not whether certain indicia of a bona
fide | oan exist or do not exist, but whether the parties actually
i ntended and regarded the transaction as a loan. See Estate of

Chismv. Conmm ssioner, 322 F.2d 956, 959-960 (9th G r. 1963),

affg. Chismlce Cream Co. v. Comm ssioner, T.C Meno. 1962-6;

Estate of Van Anda v. Conm ssioner, 12 T.C 1158, 1163 (1949),

affd. per curiam 192 F.2d 391 (2d Cr. 1951). Petitioner's
intent can be established froman exam nation of the facts
surrounding the transfers to Estes. For the reasons |isted
bel ow, we find that petitioner had a reasonabl e expectation and
belief that he would be repaid for transfers he made to Estes up
to 1983, and that these transfers are bona fide |loans. Transfers
made after 1982, however, are not.

Rat her than foreclosing Estes' collateral upon the failure
of the gol d-dredging operation, petitioner placed the stock in a
joint account. As the inventor of the Theratech device, Estes
owned many nore shares than the 100,000 shares in the account,
whi ch had a val ue of approximtely $1 per share at this tine.
Therefore, although Estes considered hinself to be in financial
troubl e, he appeared to have financial resources and would be
able to repay the advances. |In addition, petitioner, who is an

experienced busi nessman, had used the Theratech device many tines
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and knew from experience that it produced the desired effect on
his henorrhoids. Thus, petitioner's belief at this tinme that
Estes would be able to repay and woul d repay the advances was
reasonabl e.

However, soon after this tinme, the conpany manufacturing the
Ther at ech devi ce encountered serious obstacles in marketing the
device. Petitioner testified that because of these problens, the
stock traded for about 10 cents per share. Petitioner knew that
Est es was dependent upon the financial success of the device and
the sale value of the Theratech stock to repay his debt.

Al t hough petitioner testified that he | oaned Estes the
addi tional suns because he thought that he needed Estes to
pronote the device, the problenms with marketing were not rel ated
to pronmotion. According to petitioner's testinony, the marketing
probl ens were due to an FDA restriction, sonething over which
Estes had no influence. W do not think that an experienced
busi nessman who was aware of Estes' financial situation after
1982 coul d have had a reasonabl e expectation or belief that Estes
woul d be able to repay greater indebtedness. Accordingly, we
find that the advances nade after 1982 did not create bona fide
debt .

Amount of the Bad Debt

The evidence submtted at trial substantiated that

petitioner advanced Estes $271, 231, $52,381 of which was to pay
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Estes' debt to the bank for his power boat. Petitioners clainmed
a deduction for a bad debt |oss of $266,323 on their return for
1993. Petitioner offered no explanation at trial for the
difference in these anounts; however, on brief petitioners stated
t hat the anobunt of the debt was reduced for the value of the
power boat that Estes transferred to petitioner in 1993. W have
found that only the transfers nade before 1983 created bona fide
debt. Accordingly, we reduce the pre-1983 bad debt anount by the
val ue of the transferred power boat, which we find had a val ue of
no | ess than $41, 000.

Petitioner testified at trial that he placed the 100, 000
shares of stock in a joint account wth Estes, that he expected
Estes to repay himfromthe proceeds of the stock sales, and that
he and Estes sold the stock held in the joint account in snal
amounts to maximze its value. Evidence was introduced at trial
whi ch shows that the stock was sol d; however, petitioner nade no
reduction in the debt for these sales. Accordingly, we reduce
t he amount of the pre-1983 bad debt for the sale proceeds of the
100, 000 shares of Theratech stock that were placed in the joint
account .

Year of Whrthl essness

Petitioner asserts that the | oans becane worthless in 1993.
Respondent argues that there is no evidence with respect to

Estes' financial circunstances between 1993 and prior years that
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est abl i shes that the debt had value in 1993 and becane worthl ess
in that same year. W disagree.

In ascertaining total worthl essness, the potential ability
to pay has a bearing, and we have no evidence that such potenti al

did not exist herein. See Pierson v. Conm ssioner, 27 T.C. 330,

339 (1956), affd. 253 F.2d 928 (3d Cir. 1958). Although Estes
appeared to becone insolvent sonetine before 1993, insolvency

woul d not show the debt was totally worthless. See Roussel v.

Comm ssioner, 37 T.C. 235, 245 (1961). An excess of liabilities

woul d show no nore than that the debts of Estes were probably

uncol lectible in part. See Trinco Indus., Inc. v. Conm Ssioner,

22 T.C. 959, 965 (1954). It is clear that Estes had sone assets,
as in 1993 he transferred to petitioner title to his boat, which
Estes testified was his only remai ning asset. After this
transfer, petitioner's attorney advised himthat further
collection activity would be futile. Accordingly, we find that
the debt becane wholly worthless in 1993.

To reflect the foregoing,

Deci sions will be entered

under Rul e 155.




